Introduction
As matter of policy, capital markets in many parts of the developing world were 'liberalized' during the 1990s in order to open up the markets to greater flows and a wider array of capital vehicles. 1 This policy succeeded, and private capital flows to developing countries both increased and increasingly took the form of securities such as stocks and bonds (Tables 6.1 and 6.2). Even part of the growth in direct foreign investment took the form of purchases of equity securities.
This transformation in developing country capital markets had the effect of broadening the class of global investors. Whereas investors in the prior period were primarily banks (through syndicated loans) and multinational corporations (direct investment), the securitization brought in individual investors and professionally managed funds by institutional investors, pension funds, insurance companies, university endowments and foundations. This contributed to the increase in the overall flow of capital to developing countries.
The increased flows of securitized capital brought forth the new threat of their rapid reversal; they also introduced or increased the exposure of developing countries' financial markets to greater volatility of securities prices in other developing countries as well as those in advanced capital market countries.
Along with this transformation of capital flows to developing countries and the associated new market risks came a new set of parallel financial transactions. These financial transactions, though less well understood, are integral to modern financial markets and are just as important in their potential to contribute to financial sector instability. These 'shadow' transactions include derivatives, 2 repurchase agreements and securities lending. The term 'shadow' should not necessarily be interpreted as nefarious or devious. Rather it reflects the fact that these transactions are often built upon, or are cast like a shadow, by capital flows. Moreover such transactions are far less transparent.
Shadow transactions often function to hedge or manage the risks associated with capital flows. However in some cases they also serve to facilitate unproductive activities, including tax avoidance, the manipulation of accounting and reporting rules and the outflanking of prudential regulations. When used to dodge financial market regulations designed to add safety and soundness to the markets and assure their transparency, then these unproductive activities are a source of market instability and reduce the efficiency of market pricing. In addition the use of derivatives, even when they are used by foreign and domestic enterprises for hedging, can contribute to downward pressure on emerging market currencies as investors rush to hedge their currency exposure in anticipation of a financial crisis or to meet collateral requirements once currency and asset prices begin to fall. Although there are no precise figures on the magnitude of these transactions, this does not mean that the subject is not important, and it should be explored in order to understand how such transactions can contribute to a financial crisis.
The new developments in financial transactions in developing countries require new regulatory and supervisory efforts to ensure that they will contribute to the improvement of living standards and will not result in less stable financial systems and greater economic vulnerability. This chapter focuses on derivatives and leaves repurchase agreements and securities lending transactions for another time. 3 It analyzes how derivatives are related to capital flows and how they introduce additional concerns for market stability. This includes an analysis of policies designed to stabilize developing countries financial markets, and of financial regulations in industrialized countries and how they might be adapted to the circumstances in developing countries and applied to reduce volatility and mitigate the impact of financial sector disruptions on the overall economy.
Transforming capital flows
The traditional status of banking as the fount for new capital was somewhat diminished by capital market liberalization, which resulted in the emergence of modern capital markets in developing countries. 4 Whereas new capital was once raised within the firm or from the banking sector, the new arrangement allowed capital to be raised through the issue of stocks and bonds. 5 This securitization of new capital proved to be more efficient in several important ways and soon surpassed bank lending as the predominant source for new capital formation and sovereign borrowing. 6 In the traditional model of raising new capital from lending, banks mobilized savings and collected pools of idle liquidity in the payments and
